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2014 Property Value Study

Discount Rate Range for Oil and Gas Properties

The Texas Comptroller of Public Accounts conducts a Prop-
erty Value Study (PVS) that includes oil and gas property ap-
praisals. These appraisals are conducted according to meth-
ods and procedures outlined in the Comptroller’s Manual for
Discounting Oil and Gas Income, as required by Property
Tax Code Section 23.175.

As part of the PVS, the Texas Comptroller’s Property Tax As-
sistance Division (PTAD) calculates a range of discount rates
used to discount the projected future income of oil and gas
produced from individual properties. For the 2014 PVS, PTAD
will use a range of 17.09 to 24.66 percent unless property-spe-
cific risk requires use of a discount rate outside this range.

This report summarizes this year’s methodology for the dis-
count rate range determination. For more detailed informa-
tion, please contact the Property Tax Assistance Division
at 1-800-252-9121.

Oil and Gas Property Appraisal

One of the primary economic parameters in oil and gas prop-

erty appraisals is the discount rate used to convert future
income streams to a present-day value. The process of dis-
counting converts the value of cash projected to be received
in the future to the current price investors would pay for the
right to receive the income. This appraisal method is called
a discounted cash flow analysis and it is a widely accepted
appraisal method for oil and gas properties.

Each year, PTAD calculates a discount rate based upon the
overall mean weighted average cost of capital (WACC)
of a sample of petroleum companies. To account for inher-
ent risk associated with oil and gas production from a single
property rather than a company-wide portfolio of producing
properties, PTAD adds on average two percentage points
to the overall mean WACC to establish the base discount
rate for each oil and gas property in the annual PVS. Other

property-specific risk considerations may warrant additional
risk adjustments (increase or decrease) that are used to cal-
culate an adjusted discount rate for each property. The ad-
justed discount rate will usually fall within the discount
rate range determined each year.

In accordance with International Association of Assess-
ing Officers (IAAO) guidelines, PTAD adds the county and
school district ad valorem total tax rates to the adjusted
discount rate to determine a property-specific discount
rate (city and special district tax rates are not included). The
property-specific discount rate is then applied in the PTAD
appraisal to discount the projected future income of oil and
gas produced from the property.

Discount Rate

There are three generally accepted methods for estimating a
discount rate: analysis of oil and gas property sales, market
surveys and the weighted average cost of capital. These meth-
ods are discussed in the following paragraphs. For simplicity,
the sales analysis and market survey methods are presented
together.

The Oil and Gas Property Sales Analysis and
Market Survey Methods

The Western States Petroleum Association and the California
Independent Petroleum Association commissioned an annual
analysis of fully disclosed oil and gas property sales that oc-
curred in California. The sales data were compiled by Rich-
ard J. Miller & Associates.

The Society of Petroleum Evaluation Engineers (SPEE) con-
ducts an annual opinion poll market survey. Responses from
petroleum company executives, industry consultants and en-
ergy banks concerning property acquisitions and divestitures
offer insight into the discount rates used to analyze properties
in the market.

Texas Comptroller of Public Accounts  Property Tax Assistance Division — 1



Texas Property Tax

TABLE 1
Petroleum Companies’ Financial Information Used for WACC Method
Convertible | Long- After Before Cost Of Before
Total Preferred | Term Income | Income |Convertible| Cost | Income
Convertible Total Equity Stock Debt Tax Tax Preferred | Of Tax
Company Total Total Preferred Long-Term % Of % Of %0f | Beta | Costof | Costof Stock Debt | WACC
Name Capital Equity Stock Debt Capital | Capital | Capital | Factor | Equity, % | Equity, % % % %

Anadarko $53,018,484,000 $39,953,484,000 S0 | $13,065,000,000 7536 0.000 2464 | 135 12.16 18.71 0.00 533 | 1541
Apache $43,684,723,714 $34,012,723,714 $0| $9,672,000,000| 77.86 0.000 2214 | 130 11.85 18.23 0.00 447 | 1518
Cabot $17,286,528,921 $16,139,528,921 S0| $1,147,000,000  93.36 0.000 6.64 | 125 11.54 17.75 0.00 548 | 16.94
Chesapeake $31,083,125,882 $18,026,125,882 | $171,000,000 | $12,886,000,000|  57.99 0.550 4146 | 130 11.85 18.23 558 473 | 1256
Chevron $259,085,159,224 |  $239,028,159,224 $0| $20,057,000,000|  92.26 0.000 7.74 | 1.00 9.99 15.37 0.00 342 | 1444
Conoco Phillips |  $107,685,606,811|  $86,612,606,811 $0| $21,073,000,000 80.43|  0.000 19.57 | 1.0 | 1061 16.32 0.00 440 | 13.99
Devon $33,075,220,000 $25,119,220,000 S0| $7,956,000,000  75.95 0.000 2405 | 1.25 11.54 17.75 0.00 472 | 14.62
E0G $51,741,363,511 $45,834,721,511 S0| 95906,642,000|  88.58 0.000 142 | 130 11.85 18.23 0.00 317 | 1651
Exxon Mobil $445,593,000,000 |  $438,702,000,000 %0 $6,891,000,000 98.45|  0.000 155 | 0.90 9.37 14.42 0.00 402 | 1425
Hess $32,421,076,691 $27,001,076,691 S0| $5,420,000,000 83.28 0.000 16.72 | 130 11.85 18.23 0.00 493 | 16.01
Marathon $30,998,100,000 $24,604,100,000 $0| $6,394,000,000| 7937 0.000 2063 | 140 12.47 19.18 0.00 415 | 16.08
Murphy $14,836,626,363 |  $11,900,063,363 $0| $2,936,563,000) 80.21|  0.000 1979 | 120 1.3 17.28 0.00 505 | 14.86
Newfield $7,049,140,890 $3,355,140,890 S0 $3,694,000,000(  47.60 0.000 5240 | 135 12.16 18.71 0.00 559 | 11.83
Noble $29,238,279,871 $24,672,279,871 S0| $4,566,000,000| 84.38 0.000 15.62 | 115 10.92 16.80 0.00 421 14.83
Occidental $82,637,732,593|  $75,698,732,593 $0| $6,939,000,000) 91.60|  0.000 840 | 115 | 1092 16.80 0.00 363 | 15.69
Pioneer $28,906,531,088 $26,253,472,088 S0 $2,653,059,000(  90.82 0.000 918 | 150 13.09 20.14 0.00 393 | 18.65
Range $16,413,588,822 $13,773,072,822 S0| $2,640,516,000|  83.91 0.000 16.09 | 1.15 10.92 16.80 0.00 528 | 1495
Southwestern $15,830,780,198 | $13,880,684,198 $0| $1,950,096,000( 87.68|  0.000 1232 | 10| 1061 16.32 0.00 407 | 1481
TOTAL $1,300,585,068,579 | $1,164,567,192,579 | $171,000,000 | $135,846,876,000 | 1,469.11 0.550 33034 | 22.05 | 204.93 315.28 5.58 80.58 | 271.64
ENTRIES 18 1 18 18 18 18 1 18 18
AVERAGE 81.62 0.55 1835 | 1.3 1139 17.52 5.58 448 | 15.09
STANDARD DEVIATION 12.44 0.130 1238 | 0.15 0.91 1.40 132 0.71 1.54

The Weighted Average Cost of Capital (WACC)
Method

Each year PTAD calculates the WACC for several petroleum
companies operating in Texas that are listed on the New
York Stock Exchange or the Over-The-Counter stock market.
PTAD calculates a discount rate based upon the average of
the companies’ WACC.

For the 2014 PVS, PTAD compiled year-end 2013 financial
data for 18 petroleum companies to calculate the WACC
for each company. Results of the WACC calculations are
presented in Table 1. The overall mean WACC for the 18
companies is 15.09 percent with a standard deviation of 1.54
percent. Information on the methodology used to calculate

a WACC can be reviewed in the Manual for Discounting
Oil and Gas Income at www.window.state.tx.us/taxinfo/
proptax/pdf/96-1703.pdf.

Base Discount Rate for All Qil and Gas
Properties in the Property Value Study

PTAD adds two percentage points to the overall mean WACC
of 15.09 percent to establish the base discount rate of 17.09
percent for the 2014 PVS. The two percentage points account

for inherent risk associated with oil and gas production from
an individual property. Other considerations may warrant ad-
ditional property-specific risk or risk reduction in determin-
ing the adjusted discount rate for an individual property.
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Adjusted Discount Rate

The base discount rate may be adjusted to reflect a wide vari-

ety of property-specific risks. PTAD considers specific risks
associated with a property to determine its adjusted discount
rate. Some common examples of risk routinely considered by
PTAD and the associated adjustments are shown below.

Limited History

Limited production history is frequently cited as the major
risk associated with appraising oil and gas properties. De-
cline curve analysis requires sufficient production history
and some knowledge of the reservoir drive mechanism to en-
hance the confidence level for reserve forecasts.

Added
Percentage
Type of Risk Points
Limited History:
Less than one year 3
One to two years 2
Two to three years 1
More than three years 0

Single Completion Leases

Single completion leases have a greater chance of early aban-
donment because they do not involve or exhibit the potential
for production from additional zones in a single well bore.
Multiple completion wells are not adjusted for this risk.

Added
Percentage
Type of Risk Points
Single Completion Lease 1
Offshore Leases

Offshore properties often involve production and economic
risks greater than those associated with onshore properties.

Added
Percentage
Type of Risk Points
Offshore Lease 2

Enhanced Oil Recovery (EOR) Leases

This recovery method, by definition, involves complex pro-
duction methods and additional economic risks. Early-stage
projects have a high degree of uncertainty for success, and
pilot projects experience unusual risks associated with ex-
pansion throughout the field.

Type of Risk Added Percentage Points
. Varies from 1 to 3 based on an individual project’s
EOR Projects ranking in the 0il and Gas Journal biennial EOR Survey
Other Adjustments

Other risk adjustments may be applied to individual proper-
ties at the appraiser’s discretion.

Type of Risk Adjustment Trend

Short Remaining Life (< 2 years) may increase risk

High or Increasing Water Cut

may increase risk

Gas Curtailment

may increase risk

Environmental Concerns

may increase risk

Erratic Production

may increase risk

Long History, Stable Production may decrease risk

Reconciling Results into the
Discount Rate Range

This year’s discount rate range of 17.09 to 24.66 percent is
defined at the lower end by PTAD’s base discount rate. PTAD
establishes the upper end of the discount rate range by rec-

onciling sales, survey and study data as shown in Table 2.
The upper end of the discount rate range is the average of the
“high-end” values listed in the Upper Discount Rate Range
column. Similarities are evident when comparing the statisti-
cal results of the data; however, differences in the data high-
light contrasting views in the market.
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TABLE 2
Summary of Findings from Annual Sales Analysis,

Market Survey and the 2013 Property Value Study

Discount | Standard |DiscountRate Range| p,¢,
Study Author Rate |Deviation| Lower Upper | Points
Richard J. Miller & Associates* 22.10 5.90 16.20 to 28.00 78
Society of Petroleum Evaluation Engineers** 17.10 12.14 496 to 29.24 47
P ettt s o | B0 o 0 o
Average 18.36 6.30 12.06 24.66

*  Discount Rate based on 78 PDP transactions 1990 - 2005: Analysis of Oil and Gas Transactions and Sales, January 11, 2006
**  Discount Rate based on 47 survey responses: Survey of Economic Parameters Used in Property Evaluation, June 2014
##% Discount Rate based on the appraisal of 6,441 properties (average excluding ad valorem taxes): 2013 Property Value Study

Conclusions

A range of discount rates adjusted for individual property

risk is appropriate for the appraisal of the wide variety of
oil and gas properties in Texas. Use of a particular adjusted
discount rate should be tailored to the appraiser’s perception
of risk associated with a specific property. Based upon the
reconciliation of data from the sales analysis, market survey,
WACC and study results, PTAD concludes that a discount
rate range of 17.09 to 24.66 percent is generally suitable for
the appraisal of oil and gas properties in the 2014 Property
Value Study unless property-specific risk requires use of a
discount rate outside this range. PTAD adds the appropri-
ate ad valorem tax rates to the adjusted discount rate to de-
termine the property-specific discount rate that is applied in
PTAD’s appraisal to discount the projected future income of
oil and gas produced from the property.
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For more information or additional copies, visit our website:
www.window.state.tx.us/taxinfo/proptax

The Texas Comptroller of Public Accounts is an equal opportunity
employer and does not discriminate on the basis of race, color,
religion, sex, national origin, age, or disability in employment or in
the provision of any services, programs or activities.

In compliance with the Americans with Disabilities Act, this
document may be requested in alternative formats by calling
toll free 1-800-252-5555 or by calling in Austin 512-463-4600.

Sign up to receive email updates on the Comptroller topics
of your choice at www.window.state.tx.us/subscribe.
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